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Security in Retirement: towards a new pensions system

Royal London’s Response to the White Paper

Introduction

Without the detail of the DWP technical paper (due to be published in autumn 2006) it is very difficult to comment in detail on many of the proposals in the White Paper.  Our response, therefore, looks at the potential impacts of the proposals on the existing market for pensions.  We also analyse why pension saving is inherently unsuitable for many under the current system, a state of affairs that the White Paper proposals may exacerbate. 
Existing Pensions

It is true that there has been a decline in new contributions to occupational pension arrangements in recent times.  Many schemes have closed to new entrants while others have ceased to accrue benefits to existing members.  (The Pension Commission analysis of this trend is an accurate summation of recent trends.) 
Nevertheless it would be wrong to ignore the billions of pounds already invested in accrued pension benefits in work-based schemes.  
The White Paper is clear that it will bring in automatic enrolment for employees into personal accounts “or their employer’s occupational scheme provided it meets a minimum standard” (White Paper paragraph 36 (our emphasis)). 
It is not clear from this proposal what is meant by an “occupational scheme”.  Strictly speaking group personal pensions (GPPs) and group stakeholder plans (GSHPs) do not fall within the definition of “occupational schemes”.  We do not believe that it is the Government’s intention to legislate in such a way which would result in employers closing GPPs and GSHPs to new contributions, replacing them with Personal Accounts.  Many of these grouped schemes offer low charges and employer contributions well above those envisaged for Personal Accounts.  It would seem a perverse outcome if employers are, in practical terms, required to close good quality well-established arrangements and replace them with new Personal Accounts.  
Equally it is very important that Government establishes the “minimum standard” for a good employer-sponsored pension scheme at the earliest opportunity.  Many employers are under commercial pressure to limit future pension liabilities or reduce their level of contribution to employees’ pensions.  It is important that Government defines, as soon as possible, what the minimum standard for a “good” scheme should be.  

Notwithstanding the Government’s own definition of a good scheme, there is a very real risk that employers will take the specification of the new Personal Accounts (4% of band earnings for employee contributions, 3% of band earnings for employer contribution and 1% tax relief) as the standard for a good scheme.  There is a very real risk (backed up by employer research elsewhere) that employers will rein-back contributions on their pension scheme to the levels of the “Government sanctioned” scheme.  

Moreover, whilst companies may be comfortable with the current amount of their contributions in total, they may “level down” to avoid significant increases in overall contributions once auto enrolment becomes a feature of pension provision.  

So while auto enrolment may have the effect of increasing the numbers of people making pension provision, the “levelling down” of contributions may actually reduce overall total pension contributions in the UK as whole, or in particular industries or companies.  
Suitability

Since the publication of the Second Report of the Pensions Commission Government has stressed the importance of individual responsibility in the operation of retirement planning.  Our thinking is wholly in accord with Government in this fundamental objective.  It is essential, however, that individual citizens are able to take informed decisions about the funding of their retirement in reasonably certain knowledge of the consequences of their actions.  
One of the features of the current pensions system in the UK is the increasing reliance on means-tested benefits introduced, initially at least, with the express purpose of eliminating the extremes of pensioner poverty.  

However, a perverse consequence of the heavy reliance on means-tested benefits is the increase in uncertainty that individual savers rightly feel about providing for themselves in retirement.  If by saving in a pension scheme an individual loses out on means-tested benefits to which they would otherwise have been entitled, that person would feel, rightly, aggrieved.  
The prevalence of means-tested retirement benefits has acted as a real disincentive for many, especially those on low to middle incomes who do not have access to a good employer’s scheme, to make provision for themselves in retirement.  
We believe that for this group of people, who are the key target market for Personal Accounts, the decision not to save (in a pension or otherwise) can be wholly rational.  For those with uncertain future earnings potential (the young, those on low incomes and those with sporadic earnings patterns) saving for retirement in a pension arrangement makes little sense.  Once committed to a pension, savings are inaccessible, even in cases of real hardship.  In retirement the benefits from savings can only be accessed in a highly prescribed way.  And finally, while means-tested benefits remain widespread, savings in a pension arrangement may actually reduce income in retirement.  In short saving for retirement in a pension is an unsuitable option, in both the colloquial and regulatory sense, for many people.
The proposals in the White Paper go some way to reduce the reliance on means tested benefits.  But the reforms do not go far enough to make pension for all a suitable option.  Indeed, auto enrolling lower paid people into Personal Accounts will only increase the problem of unsuitability.  This, we believe, is a fundamental flaw in the White Paper’s key proposal of auto enrolment into Personal Accounts.  

Underpinning the Pension Commission’s recommendations, and implicit directly into the White Paper, is the assertion that the compulsory 3% employer’s contribution ensures pension savings purchase is suitable.  This is demonstrably untrue as the following example shows:  

Take a 57 year-old woman with no pension savings, currently earning £12,000 pa retiring at 65.  We calculate her annual contribution to NPSS (4% employee, 3% employer, 1% tax relief) would be £560pa.

The £5,000 pension pot accumulated at age 65 would provide a pension of about £3.87 a week. But, she will almost certainly lose it all to the means-test if there isn’t a radical overhaul of the way the state pension system works.  Clearly NPSS has been an unsuitable investment in spite of the 3% employer contribution. 
Even in instances where the loss is not as clear cut, it is disingenuous to suggest that people will benefit from auto enrolment if the net effect of the employer contribution is worthless, insofar as it only serves to replace the benefits to which they would otherwise have been entitled.  
The implicit assumption, which underpins the White Paper, is that by minimising the charges taken out of the Personal Account, and by having a 3% compulsory employer contribution, there is no requirement for suitability checks.  By way of contrast we would argue that a minimal employer’s contribution and a cap on charges do not turn an unsuitable decision into a suitable one.  

An alternative approach
Royal London is in agreement with the initial premise of the White Paper that “Government has a responsibility to protect its citizens against poverty and insecurity in retirement”.  We do not believe that Government has a responsibility beyond this fundamental objective.  Government interventions into the market a financial product designs laid out in statue have unintended consequences.  We would much prefer to see a market-based solution with consumers taking their own decisions in full knowledge of the likely outcome.
We propose that the level of Basic State Pension (BSP) should be set at a level that ensures that all UK citizens who have reached retirement age are kept out of poverty.  The level of BSP should be indexed in line with average earnings so that its real value is maintained.  In these circumstances there would be no need for the vast majority of means-tested benefits and no requirement for the infrastructure to encourage take-up and general administration of means tested benefits.  
People would be aware of their basic entitlement to retirement income in retirement, regardless of employment or contribution history.  Those able and willing to increase their basic pension income would be able to save, encouraged by current tax incentives in a private or, where available, an employer-based scheme.  
We are planning to commission research to cost these proposals fully, taking into account costs to the Exchequer and how some of these additional costs may be off-set in the tax and National Insurance systems.  
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